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fee schedule arrangements
While not necessarily a
national trend, this is clearly
a step in the right direction
In addition to cutting ad-
ministrative costs, a return
to percentage of hilled
charge airangements

more difficult for both
providers and payers and,
as a result, boosting
administrative costs A
number of hospitals have
recently negotiated
discounted billed charge
contracts to replace older

Specific carve-outs, stop
loss criteria, and other
special payment provisions
The increasing complexity
of many managed care con-
tracts has complicated con-
tract administration, making
verification of payment

Finance at a Glance

The graph shows the relationship of Medicare inpatient outlier payments (Worksheet B,
Part A, Line 2} to the total of inpatient outlier payments plus other-than-outlier payments
(Worksheet E, Part A, Line 1) for 2000 through 2003 The darta allow for three observations
First, outlier payments appeat to be falling since 2001 Second, for-profit hospitals continue
to have larger outlier payments. Third, smaller hospitals have very low outlier payments It
is likely that outlier payments will continue to decline in future years Preliminary data for
2004 suggest that the average has declined further to 4 7 percent
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shouid help return some
sanity to hospital pticing
structures

The one problem we have
encountered is that hospi-
tals are sometimes so excit-
ed about the prospect of a
billed charge arrangement
that they overlook the pos-
sible financial impact of
restrictive price increase
limits, which payers typical-
ly insist on imposing This is
a perfectly reasonable prac-
tice, as long as providers
understand how to select
and administer price in-
crease imit provisions

How Do Price Increase
Limits Work?

The overall objective of a
price increase limit provi-
sion is fairly straightforward:
to prevent a hospital from
rajsing its prices beyond
reasonable levels After all,
significant price increases
could cause a payer to lose
farge sums of money on
negotiated contracts with
emplovers and weaken its
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financial viability. In most
cases a price increase limit
modifies the discount from
billed charges historically
contained in the contract.
The key contract provision
is the allowed rate of in-
crease in the discount This
is used in conjunction with
the acrual rate of increase
to determine whether an
adjustment is necessary
and, if so, to what extent
The usual payment adjust-
ment can be stated as fol-
lows:

New Payment % = [{1 +
Allowed Rate Increase)/ (1
+ Actual Rate Increase)] X
Present Payment %

For example, assume a con-
tract provides for payment
at 70% of billed charges
The contract has a price
increase limit of 5%, and
the hospital has raised rates
10% The revised payment
perceniage would be
66.82% (1 05/1 10 X 70%)
Io see the actual effect of
the adjustment, assume a
procedure price of $1,000 is
increased to $1,100 (a 10%
inctease) The hospital
would have been paid $700
under the old arrangement
(70% of $1,000) It will now
be paid $735 ($1,100 X
66.82%) The actual pay-
ment increase is $35, or a

5% increase from the origi-
nal $700 base payment,
which is the maximum price
increase allowed under the
contract

We have run into two inter-
esting price increase limit
adjustments In most con-
tracts that we have seen,
there is no upward increase
in the pavment percentage
if the actual rate of increase
is less than the allowed For
exarmple, if a 4% rate in-
crease is used, the payer
does not increase the pay-
ment percentage to 70 67%
(1 05/1 04 times 70%). Sec-
ond, some contracts feature
paver-specific rates of in-
crease, so that while the
overall rate of increase may
be 10%, the actual rate of
increase ta the payer might
be 15%. Such adjustments
can become more severe if
prices are loaded more
heavily for this payer This
provision is difficult but not
impossible to manage

Index Selection Is Key

We reviewed a sample of 92
recent Contract provisions
ro document both the
range and types of price
increase limits being used
today There were two gen-
eral methods for defining
the limits: a specific

percentage increase limit,
which ranged from zero to
10%, with an average of 4%;
and a specific medical price
index. In our sample, we
found five specific indexes
referenced:

* Consumer Price Index —
All Urban (CPI-L)

* CPI Medical Care Index
(CPI-MC)

* CP1 Medical Services In-
dex (CPI-MS)

* CPI Hospital Services
Index (CPI-H}

* Procducer Price Index for
General Medical and Sui-
gical Hospitals {(PPI-H)

A contract using the CPI-U
rate of change is very likely
to understate the true rate
of both cost and charge
inflation in the hospital
industry, so hospital con-
tract negotiators shouid
avoid using this index un-
less the contract starts cut
with a very low initial dis-
count from hilled charges
Of the next four indexes,
the CPI-H cleatly has the
highest reported values
{7.2% average over four
vears, compared to 4 5% for
the CPI-MC, 4 9% for the
CPI-MS, and 4.3 percent for
the PPI-H), although the
variation has been dropping
fairly rapidly since 2002
While the CPI-H historicaily

Annual Percentage Change in Pnce Index Valies 2001 102004
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has been based on hospital
list prices, it has been mov-
ing to a net payment
method similar to that used
in the other indexes, giving
negotiators less reason 1o
favor its use This is because
charges have historically
increased faster than actual
payments

We suggest moving away
from these indexes to mea-
sures that reflect the in-
crease in gross charges, as
opposed to net paymert,
specifically:

* Medicare Charge per Dis-
charge Case Mix Adjusted

* Medicare Charge per Out-
patient Visit Case Mix
Adjusted

Both use public available
Medicare files and are based
entirely on charges, not
payment The first was very
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' A srmp!e examee vvrII demonstrate the damaglng eﬁects of
basing price increase limits-on payrment or-cast rather than on
- hospital charges Assume a hospital has 20 pataents |4 govem-
mental, one self*pay, and five commercial Average cost per
- patient is $100in the first year and increases 5% to $105in"

“self-pay patrent i5a complete write-off in'each y year The. com

The Hrgh Cost of errts Not Alrgned wrth Hosprtal Charges A Case Example

o 'be seen The effect of thrs price rncrease hmr‘s vvr! be to reduce '
. the hospltal s 70% billed charge recovery from’ the’ commercral'_.
: patierts to 67 89% (1.05/1 0826 X 70%) of bIHEd charges o
-~ This raises the contractual ilowance from the commercsai
- payer group and reduces earned inicorrie by $24 :
. the second year. Government payers pay $95 per pa‘{rent Nt
. the first year-and $98 (3 2% increase) in the second year, The . will not increase the amount of net: patient revenue Ca "

mercial payers pay 70% of brlied charges but there ES a prlce ; payment from the commercral group to a5

actual margln is now 28% lncreas:ng the rates‘ab

the efféct: of the price increase Ismlt will restr'

increase irnit that is ‘based
. -upon cost Encreases whlch

' 'makes a margin of 4% on
“its cost, or $80 . The: prrce
- -_requrred jrex generate this:,
< level of returiis $214°30,
. ora mark: up. from oSt of
- 214%  Without'a price
|ncrease lignit, the hosprtai
" would have’ to set'its prrce '

< price & $21430-n order
0 maintain its 4% margtn

:-'_prrce increase linit:i in place,
the same overaﬂ price. |n—"'
credserof 826% remains;
- however, the: 5% limit on

arg 5% in the second year :

In the first year the hosprtal '

S at$23204-an 826%
. Iricrease from the first year s

e Gross Patient Revenue

'.._'_'On cost; or: $84 Witha 5% '.

commercral pa)/ pat:ents ver

similar to the CPI Hospital
Services until 2003, when
that index began to shift to
a net pavment merhodolo-
gy The second shows rate
of change for outpatient
services; this may be impor-
tant because many contracts
have inpatient fee schedule
arrangements but percent-
age of hilled charge out-
patient arrangements

Limits Based on Charges
Are Best

The critical queston that
needs to be answered is
whether price increase
limits should be based on
changes in hospital costs,

hospital payments, or hospi-
tal charges There is some
logic to support all three
positions Some may argue
that a cost-based index is
best because hospitals
should not be permitted

to raise their prices at rates
faster than cost increases
The counter to this argu-
ment is that some payers,
especially Medicare and
Medicaid, may not be pay-
ing their share of cost in-
creases, making it necessary
to shift this payment deficit
to other charge-based
payers

If you base the rate of per-
mitted price change on net

payments, payvers will legiti-
mately argue that forcing
them to pay a larger rate of
increase than other payers
would jeopardize their mar-
ket position and their over-
all competitiveness But
again, if other commercial
payers do not cover the
deficiencies in payments
from major government
payers, the actual rate of
payment change will under-
state the increase required
to keep the hospital finan-
cially viable A specific net
payment index that exclud-
ed government pavers
would dash this defense,
hut there is, so far as we
know, no such index

The third method, based

on hospital charges, does
restrict increases to the in-
dustry average and thus
should restrict unusually
large increases directed at
charge payers It also permits
hospitals to cost shift gov-
ernmental payment deficien-
cies to other payers. In many
cases, commercial charge
payers will be subsidizing
government pavers, as they
do today The only difference
is the time needed to pay for
those governmental deficien-
cies. With charge-based ad-
justments, the lag in recov-
ery can be much shorter

continued on page G
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The Impact of Price
Increase Limits in
Managed Care
Contracts

conlinued from page 3

Using a national or regional
median for Medicare charge
per discharge and Medicare
charge per visit, adjusted
for case weight, as the
basis for price increase
limitations will benefit
pavers and providers alike
Both stand to realize
substantial administrative
cost savings by using
discounted bill charge
payment arrangements

in managed care contracts,
but only if they can protect
themselves—payers from
substantial price increases
and providers from govern-
mental payment deficiencies
A price inciease limit
provision related to charges
in the hospital industry,

not payment or cost, will
accomplish both goals

William O Cleverley, PhD is
president. Cleverley & Associates,
Worthington, Ohio James O
Cleverley is a consultant with the
firm (info@cleverleyassociates comy

News You Can Use

continued from page 5

improvement initiatives
to unite national hospital,
physician, and nursing
organizations; the federal
government; accrediting
bodies; and private sector
experts

For more information about
the SCIP Partnership, go to
www meddic org/scp/scip
homepage html

Legal Barriers to Using
Patient information to
Improve Quality

Misperceptions of the law,
as much as the law itself,
can hamper quality
improvement efforts in
health care that rely on the
use of patient information,
such as identifying patients
by race and ethnicity to
address racial and ethnic
gaps in care This is one

of the findings in Charting

the Legal Environmernt

of Health Information, a
new report by the Robert
Wood Johnson Foundation
and the George Washington
University Schoaol of

Public Health and Health
Services

Twe versions of the repott,
a summary and a full
version, are available
online at www gwumc
edu/sphhs/healthpolicy
and wwwiwif org.

Executive Summary: CMS Final Rule for Hospital IPPS and FY06 Rates

continued from page 4

menting Section 951 of
Pub L 108-173 (MMA) 1o
make the Medicare data
used in the DSH calcula-
tion available to hospitals
upon request CMS will
make the informarion avail-
able for either the federal
fiscal year o, if a hospital’s
fiscal vear differs, for the
months included in the
two federal fiscal years that
encompass the hospital’s
cost reporting petiod

New Technology
Add-On Payments

New technology add-on
payments are limited to
the lower of 50 percent of
the costs of the technology
ot 50 percent of the costs
in excess of the DRG pay-
ment for the case CMS is
approving two of the new
technology applications
that were filed for FY06:
Restore® Rechargeable
Implantable Neurostimula-
tor and GORE TAG CMS
will continue to make

add-on payments in FY06
for an FY0S new technolo-
gy: Kinetra™ implants
They estimate that overall
EY06 payments will in-
crease by $6 01 million,
$16 61 million, and $12 82
million, respectively, for
these new technologies

Kevin Pleasant is dirccror
research and development,
HEATITH DATA FOCUS division,
Innovative Health Solutons [LC,
Red Bank NJ (kpleasant@
ihsinfo com)
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